Malaysia's merchandise imports have been growing much faster than its exports. Using SMART simulations, the estimates show that if Malaysia joins the CPTPP its imports will rise much more than its exports leading to a worsening of its trade balance by around US$2.4 billion per annum. Imports of vehicles from the CPTPP countries will increase including that of plastics and its articles. Exports to the CPTPP partner countries will rise only marginally as Malaysia already has free trade agreements with its top three export destination countries, i.e., Japan, Singapore and Australia, which account for 84% of its exports to the CPTPP partner countries. Remaining out of the CPTPP will also adversely impact Malaysia's exports to the CPTPP countries but this decline is much smaller compared to the rise in its imports if it joins the CPTPP. The estimated tariff revenue loss to Malaysia of joining the CPTPP is estimated at US$1.6 billion per annum. The paper argues that along with the traditional indicators of trade competitiveness like trade balance developing countries also need to give importance to preserving their policy space in free trade agreements as the fourth digital revolution is changing the ways products are manufactured and exported. Growing trade in electronic transmissions will be a game changer in the area of international trade competitiveness.
Introduction
Malaysia has always been a net exporter in its merchandise trade but a net importer of services. In 2017, it enjoyed $22.6 billion of merchandise trade surplus while its net services imports amounted to US$ 5.3 billion 1 . While Malaysia enjoys a positive trade balance in its merchandise trade, this trade balance has been steadily declining over the years. It declined from US$34 billion in 2010 to US$23 billion in 2015 and further to US$22.6 billion in 2017. Most of its merchandise exports comprise of manufactured goods (67%) and fuel (15%) with top five export products going to Singapore, China and the USA. While Malaysia's exports have posted strong and resilient growth with an average annual growth rate of 4.4% in the period 2010-2017, its imports have grown faster with an average annual *Senior Economic Affairs Officer, Unit of Economic Cooperation and Integration among Developing Countries, Division on Globalization and Development Strategies, UNCTAD. Views expressed are personal 1 Source: UNCTADSTAT growth rate of 6.6%. Maintaining a positive merchandise trade surplus is important for Malaysia in the face of the faster growing imports as well as a negative trade balance in services, which declined from (+) US$2.0 billion in 2010 to (-) US$5.3 billion in 2017.
In this context, it becomes important to examine the implications of any new regional trade agreement like the Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP) on Malaysia's merchandise exports and imports as well as its balance of trade. The share of 10 CPTPP partner countries in Malaysia's global exports has remained on an average around 31% in the period 2010-2017, while their share in Malaysia's global imports has remained around 27%.
The CPTPP, which followed the Trans-Pacific Partnership Agreement (TPP12) after the withdrawal of the USA, was signed by 11 participating countries -Australia, Brunei Darussalam, Canada, Chile, Japan, Malaysia, Mexico, New Zealand, Peru, Singapore and Viet Nam -on 8 th March 2018 in Santiago, Chile. By February 2019, seven out of the eleven countries had completed their ratification procedure. These are Mexico, Japan, Singapore, Australia, New Zealand, Canada and Viet Nam. Malaysia is in the process of re-examining the implications of the CPTPP. This paper estimates the likely impact of the CPTPP on Malaysia's merchandise exports, imports and its trade balance. The rest of the paper is organized as follows: section 2 briefly reviews the existing literature on the CPTPP; section 3 highlights the existing trends in Malaysia's trade with the CPTPP partner countries; section 4 discusses the methodology adopted to estimate the impact of the CPTPP on Malaysia's exports and imports to the CPTPP partner countries; section 5 presents the results at the country level as well as at the disaggregated product level; section 6 reports results of potential import tariff revenue loss to Malaysia of the CPTPP; section 7 concludes and provides a way forward.
Existing Literature on CPTPP
While there is an extensive literature on the impact of TPP on TPP12 countries, very limited studies exist which estimate the impact of CPTPP on the partner countries' trade. The exclusion of the USA from the TPP has drastically changed the results which were arrived at by the existing literature on TPP. The USA being the largest trading partners for all the TPP partner countries had the maximum weight in terms of bringing economic gains and losses to the TPP partner countries.
Very few studies exist which estimates the economic impact of the CPTPP. Some of the existing literature shows that the CPTPP without the USA cannot bring the expected trade gains for the CPTPP11 partner countries. For example, according to World Bank (2018) , the CPTPP will increase Viet Nam's GDP by 1.1 per cent by 2030 but in terms of its trade balance, the exports are projected to grow by 4.2%, and imports by 5.3%, which will worsen Viet Nam's existing trade balance. PIIE (2017) compared the impact of the TPP and the CPTPP for the 11-member countries. While the study reports an expected rise in exports of these countries, especially for Malaysia and Viet Nam, it is silent about the expected rise in their imports. With USA out of this regional trade agreement, these countries have lost their biggest export market while retaining their import partners.
Further the methodology adopted by the existing studies including that used by the PIIE (2017) has been strongly criticized in the economic literature. The computable general equilibrium (CGE) models that have been adopted are based on unreasonable assumptions such as full employment, which will always show positive gains in the gross domestic product (GDP) (Raza et al, 2014) 2 . According to Taylor and Arnim (2006) , most of the CGE models assume (i) fixed or 'full' employment of labour and capital is maintained everywhere in the world (ii) each country's trade deficit (or surplus) stays constant after liberalization; and (iii) completely flexible taxes on households, which enable each country's internal economy to adjust smoothly. The assumption regarding the 'constant trade balance' implies that if government revenues change due to tariff reduction or other trade policies, government expenditures must adjust endogenously to satisfy the fixed budget deficit. However, in real world this is never the case. The assumption regarding completely flexible taxes on households, imply that "any changes in government budget are automatically compensated by income tax rates on households". These assumptions mean that the models are designed in such a way that 'the price system' will always respond to liberalization in a way which leads to increases in overall well-being. These assumptions are made in most of the studies assessing implications of the TPP and the CPTPP, including the PIIE studies (2012, 2017) .
According to Panagariya and Duttagupta (2001) , CGE models that show 'gains' for a country from its own preferential liberalization are able to do so only by using internally inconsistent assumptions. The 'Armington assumption' used in all CGE models, including Petri et al (2017) , implies that there exists 'product differentiation' i.e., no country, howsoever small, produces something which is also produced by another country in the world. In other words, domestic and foreign products are imperfect substitutes. For example, it is assumed that oil produced in one country is different from the oil produced by any other country, and therefore it can never be completely substituted.
According to Raza et al (2014) , the costs of 'regulatory changes' are also never estimated by CGE models. CPTPP involves considerable regulatory changes in the member countries which can have huge short-term adjustment costs, which are ignored by the CGE models. This paper estimates the likely increase in merchandise imports and exports of Malaysia post CPTPP, estimating the per annum change in Malaysia's Balance of Trade following CPTPP. The methodology adopted is partial equilibrium analysis at a HS 6-digit product disaggregation and therefore avoids the above discussed restrictive assumptions.
Existing Trends in Malaysia's Trade with CPTPP Members
Malaysia has enjoyed a net merchandise trade balance since 2009, however this trade balance has been steadily declining. It declined from USD 34 billion in 2009 which was 21% of its exports to USD 23 billion in 2017 which amounted to 10% of its exports (Figure1). The share of CPTPP partner countries of Malaysia's global exports and imports has remained on an average around 32% and 27% respectively between 2010 to 2017. Examining the share of different CPTPP countries in Malaysia's exports and imports, we find that within the CPTPP Singapore is the largest export market for Malaysia (46%) followed by Japan (26%) in terms of value of exports. It is important to note that with its two largest importers which account for 72% of Malaysia's exports to CPTPP partner countries, Malaysia already as FTAs. In terms of Malaysia's imports, share of Japan and Singapore account for around 74% of Malaysia's total imports from CPTPP partner countries ( Figure 2 3 . One of the advantages of this approach is that it allows estimation of tariff reduction at a very disaggregated level, for example, implications of removing tariffs on broken rice (at HS sixdigit disaggregation). HS-Combined nomenclature is used by SMART simulations. Such a disaggregated product-level estimations of tariff reductions are not possible in any other model. SMART simulations are appropriate to use for the CPTPP analysis as only few products have high tariffs in many of the member countries and implications for removing these tariffs on exports, imports, trade creation and trade diversion can be estimated. This also resolves a number of "aggregation biases." However, it needs to be remembered that this result of partial equilibrium analysis applies to only that product/sector and ignores inter-sectoral linkages. For estimating trends in Malaysia's trade HS2012 nomenclature has been used.
The analysis is undertaken to estimate the impact of 100% tariff liberalization for all the CPTPP countries. The results arrived for exports of Malaysia will be over-estimated as in the CPTPP while Malaysia removes tariffs on 100% imports, Japan removes tariffs on 95% of imports and Canada and Viet Nam remove tariffs on 97% of imports while Mexico removes tariffs on 99% of imports 4 .
Impact of CPTPP on Malaysia's Trade Balance: Results
The impact of entering the CPTPP on Malaysia's imports, exports and trade balance is estimated using the above discussed methodology. The results are arrived at the country level as well as at the product level. The analysis also reports the results of new imports that will be created for Malaysia due to the CPTPP, i.e., 'trade creation' as well as imports that Malaysia will divert from non-CPTPP countries to instead buy from the CPTPP countries, i.e., 'trade diversion.' Impact of the CPTPP on Malaysia' exports is also estimated. Further, the impact of Malaysia not entering the CPTPP (while other 10 countries ratify the CPTPP) is estimated on Malaysia's exports and imports. Table 1 reports the results using the SMART simulations of the impact of CPTPP on Malaysia's trade.
Impact on Malaysia's Imports from CPTPP Countries
The simulation results show that if Malaysia enters CPTPP and all 11 countries bring their tariffs down to zero, Malaysia's total imports from the CPTPP partner countries will rise by US$2.5 billion per annum. Maximum increase of imports will take place from Japan, in which case imports into Malaysia are estimated to increase by US$1.5 billion (Table 2 ). This is followed by increase in imports from Singapore and Vietnam. The results at the disaggregated product-level show that if Malaysia enters CPTPP the top five products whose imports will rise the most are vehicles; plastics and articles thereof; machinery and mechanical appliances; electrical machinery and equipment; and iron and steel (Table 3) . Appendix Table A .2 reports the change in imports of 97 HS chapter (2-digit) following Malaysia's entry into CPTPP. Imports of vehicles which enter Malaysia with a custom duty will rise by 36% if these duties are brought down to zero. Table 4 presents more details of the increase in imports of motor cars, above US$2 million. Highest rise in imports will be of motor cars with HS code-870323(of a cylinder capacity exceeding 1,500 cc but not exceeding 3,000 cc), followed by motor cars under HS code-870324 (of a cylinder capacity exceeding 3,000 cc), mainly from Japan. It is interesting to note that the CPTPP may lead to higher imports of plastic waste and scarp under plastics and plastic products. This import can increase by around 35%, mainly coming from Japan, Singapore and Australia (Table 5) . 
Change in Malaysia's Exports Post CPTPP
While CPTPP may lead to a rise of US$2.5 billion in Malaysia's imports, the CPTPP may not offer the opportunity to Malaysia to increase its exports substantially. There are two reasons for this. Firstly, Malaysia already has existing free trade agreements with its major trading partners within the CPTPP, i.e., Japan, Singapore and Australia. The existing tariffs are already very low in these countries, visa-vis Malaysia so any further trade agreements will not boost the exports of Malaysia substantially. However, within these trade agreements Malaysia has a sensitive list whereby Malaysia's tariffs are not very low vis-a-vis these countries. Any new trade agreement may imply lowering tariffs of sensitive products of Malaysia and consequently rise in its imports of these products like vehicles and plastics. The results show that there will be a fall in exports from Malaysia to Australia post the CPTPP. Although this may appear counter-intuitive, this is very likely within a regional trading bloc. Any regional free trade agreement leads to a shift in the regional pattern of trade with imports into partner countries being shifted from less competitive to more competitive countries within the region. This is 'trade diversion' which always accompanies trade creation within the free trade area. In case of Australia, post CPTPP it is estimated that there will be trade diversion for Australia and it will source more imports from other competitive countries as compared to Malaysia, adversely impacting Malaysia's exports to Australia. Table 7 reports results of trade creation and trade diversion for Australia post CPTPP. The results indicate that Australia's imports from Malaysia declines while they increase from Japan by 7%. There will be no new exports to Australia from Brunei, Chile, Malaysia, New Zealand and Singapore. Japan on the other hand will have new exports to Australia of US$ 711 million along with trade diversion of US$ 228 million. 
5.3: Implications of CPTPP on Malaysia's Merchandise Trade Balance
The simulations results reported in Table 8 
5.4: Implications of CPTPP on Malaysia's Balance of Trade if Malaysia does not join CPTPP
It is often argued that a country which stays out of a regional trade agreement loses in terms of its exports as tariffs of the partner countries within the FTA are lower with respect to each-other compared to countries outside the FTA. This would imply a trade diversion away from countries out of the agreement and towards countries within the trade agreement, adversely impacting the exports of excluded countries.
However, the extent of trade diversion depends on whether the excluded country has an existing free trade agreement with its major trading partners, which are participating in the regional FTA. In case of Malaysia, it is found that Malaysia already has existing FTAs with Singapore, Japan and Australia. These three countries account for around 82% and 84% of Malaysia's exports and imports within CPTPP. Consequently, Malaysia may not lose much in terms of trade diversion by staying out of CPTPP. Table 9 reports the estimated results, which show that if Malaysia decides not to join CPTPP, the loss of exports from Malaysia following the CPTPP will be only 0.09% of its existing exports to the CPTPP partner countries, which amounts to US$53.2 million. While Malaysia's exports to CPTPP partner countries will be adversely impacted marginally if it does not join CPTPP, with no changes to its tariffs, the imports will not change leading to a lower but a healthier trade balance than if it joins the CPTPP of US $ 17.92 billion (Table 10) . 
Potential Tariff Revenue Loss to Malaysia of joining CPTPP
As discussed in section 3, on average Malaysia has higher import tariffs as compared to the other CPTPP countries. This implies that the tariff revenue loss to Malaysia will also be higher. Using the WITS simulation, the import tariff revenue loss of Malaysia is estimated. The results are reported in Appendix Table A .4. The total import tariff revenue loss to Malaysia by entering the CPTPP will be of around US$1.6 billion per year, of which 26% of tariff revenue loss will be from removing custom duties on vehicles followed by plastics and articles thereof and machinery and mechanical appliances (Table 11) . 
Conclusion and the Way Forward
In the scenario of a growing number of bilateral and regional free trade agreements, mega regional trade agreements like the CPTPP pose new challenges for the developing countries. Not only do these agreements stretch trade liberalization beyond the existing limits, they take away important policy space of the governments for regulating their imports to protect their domestic industry and to promote their exports in order to generate employment. Custom duties are an important policy tool in the hands of the governments which not only generate revenue but also leverage domestic production and employment. In this context, this paper estimates the impact of the CPTPP and associated full trade liberalization on Malaysia's merchandise balance of trade.
Using SMART simulations, the results show that if Malaysia enters the CPTPP it will experience a surge in its imports amounting to around US$2.5 billion, i.e., a 6% rise in its imports while its exports rise only marginally by around 0.2% from CPTPP countries. The reason for this being that Malaysia already has existing FTAs with its major export markets in the CPTPP namely Japan, Singapore and Australia which together account for 84% of Malaysia's exports to CPTPP. The associated trade balance of Malaysia will fall by US$2.4 billion if Malaysia ratifies the CPTPP, which is 13% of its existing trade balance. If Malaysia does not ratify the CPTPP, Malaysia's trade balance will fall marginally by 0.2% (US$53 million).
More importantly, remaining out of the CPTPP not only has a lower adverse impact on Malaysia' trade balance, it also provides the much-needed policy space to Malaysia for designing its industrial and trade policies. With the advent of the digital industrial revolution developing countries are fast losing their trade competitiveness, even in their traditional export sectors. The rising digital divide is providing a competitive edge to developed countries as they are steadily increasing the digital content in all stages of their manufacturing production. For example, Big data analytics along with artificial intelligence is being used in the pre-production stage; robotics and 3D printing in the production stage and e-commerce and internet of things in the post production stage.
The rising use of digital technologies and increasing product digitalization require developing countries to re-think their existing industrial and trade policies with the objective of increasing their trade competitiveness through higher use of digital technologies and digital services 5 . The CPTPP chapters have some binding commitments especially in the area of zero customs duties on electronic transmissions which has the potential of eroding all the negotiated industrial tariffs in the trade agreements whether at the regional level or at the WTO 6 . The growing trade in electronic transmissions implies that the core resources of digital industrial revolution namely data, software and computeraided design files (CAD files) used in 3D printing are increasingly being electronically transmitted. This may provide higher market access to the foreign suppliers in the developing countries as they will be able to manufacture products within the national boundaries of the developing counties without their physical presence. They can electronically transmit the software and CAD files and 3D print the currently manufactured products. While 3D printing is still considered to be catering to the niche markets, its market has grown annually by 22% in the period [2014] [2015] [2016] [2017] [2018] 7 . It is estimated that if current growth of investments in 3D printing continues, 50% of the manufactured goods will be 'printed' in 2060 and if investments in 3D printing doubles, this target will be achieved in 2040 (ING, 2017) 8 . This will wipe out almost 40% of cross-border physical global trade. The fourth digital industrial revolution is fast changing the landscape of international trade. While traditional indicators of trade competitiveness like balance of trade are still important inputs into the policy making of developing countries, there is a need to go beyond raising the trade balance to preserving policy space for regulating trade in the digital world. 
